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Notice to Readers
This Audit Risk Alert, prepared by the AICPA staff, is intended to
provide auditors of financial statements of manufacturers with an
overview of recent economic, industry, technical, regulatory, and
professional developments that may affect the audits they perform.
This publication is an Other Auditing Publication as defined in
Statement on Auditing Standards (SAS) No. 95, Generally Accepted
Auditing Standards (AICPA, Professional Standards, vol. 1, AU sec.
150). Other Auditing Publications have no authoritative status;
however, they may help the auditor understand and apply SASs.
If an auditor applies the auditing guidance included in an Other
Auditing Publication, he or she should be satisfied that, in his or
her judgment, it is both appropriate and relevant to the circum-
stances of his or her audit. The auditing guidance in this document
has been reviewed by the AICPA Audit and Attest Standards staff
and published by the AICPA and is presumed to be appropriate.
This document has not been approved, disapproved, or otherwise
acted on by a senior technical committee of the AICPA.
Written by
Renee Rampulla, CPA
Technical Manager
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1Manufacturing Industry Developments—2004/05
How This Alert Helps You
This Audit Risk Alert is intended to help you plan and perform
your audits of your manufacturing clients. The knowledge deliv-
ered by this Alert can assist you in achieving a more comprehen-
sive understanding of the business and economic environment in
which your clients operate. An understanding that is more clearly
linked to the assessment of the risk of material misstatement of
the financial statements. Also, this Alert delivers information
about emerging practice issues and current accounting, auditing,
and regulatory developments.
If you understand what is happening in the manufacturing in-
dustry, and if you can interpret and add value to that informa-
tion, you will be able to offer valuable service and advice to your
clients. This Alert assists you in making considerable strides in
gaining that industry knowledge and understanding it.
This Alert is intended to be used in conjunction with the AICPA
general Audit Risk Alert—2004/05 (product no. 022335kk). You
should refer to the full text of accounting and auditing pro-
nouncements as well as the full text of any rules or publications
that are discussed in this Alert.
Economic and Industry Developments
Statement on Auditing Standards (SAS) No. 22, Planning and
Supervision (AICPA, Professional Standards, vol. 1, AU sec. 311),
among other matters, provides guidance for auditors regarding
the specific procedures that should be considered in planning an
audit in accordance with generally accepted auditing standards
(GAAS). SAS No. 22 states that the auditor should obtain knowl-
edge of matters that relate to the nature of the entity’s business, its
organization, and its operating characteristics, and consider matters
affecting the industry in which the entity operates, including,
among other matters, economic conditions as they relate to the
specific audit.
For a thorough discussion of the current economic environment
in the United States, see the AICPA general Audit Risk Alert—
2004/05 (product code no. 022335kk).
Current Manufacturing Economic and 
Industry Developments
The U.S. Manufacturing Environment
As the economy grows, a gaping trade deficit, competition with
international markets and volatile oil prices continue to take a
heavy toll on the manufacturing sector. Overall, manufacturing
continues to recover, proceeding with caution. The Institute for
Supply Management’s (ISM’s) index of manufacturing activity
reported 16 consecutive months of growth for this sector. In Oc-
tober of 2004, this manufacturing index continued to grow, but
at a slower pace. Manufacturers have faced higher than expected
costs for raw material, health and pension benefits, compliance
costs for regulatory mandates, corporate governance, energy
costs, and tort litigation. They have been unable to offset these
higher costs with pricing increases, and stiff competition from
low-cost countries is a continuing threat.
To fuel expansion, some manufacturers rely on exporting. The
Monthly Economic Review by the Congressional Task Force on
Manufacturing reported that the U.S. Merchandise Trade
Deficit increased in August 2004 and exports of goods de-
creased by 0.1 percent. In previous years the trade deficit
greatly impacted the manufacturing workforce. Despite previ-
ous workforce reductions, manufacturers have become highly
skilled at churning out more goods with fewer workers. In the
earlier part of 2004, 82,000 manufacturing jobs were added, but
since then there has been very little change and this addition to
the workforce has not completely offset previous reductions. 
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3Faced with slow economic growth and intense pressure to man-
age costs, some manufacturers continue to consider relocating
their operations beyond their home geography. Others employ
supply chain management and focus on achieving the shortest
possible production cycles. Despite lingering sluggishness, manu-
facturers have historically been the backbone of the U.S. econ-
omy, and while their economic waters may still be muddy, they
are no longer staring out into the abyss.
Global Competition
As import penetration into the U.S. markets grows, the manu-
facturing trade deficit widens. Global competition continues to
intensify and threatens domestic manufacturers. Some foreign
countries have an inexhaustible supply of cheap labor, allowing
the production of less expensive goods. To maintain viability and
improve profits, many domestic manufacturers have begun to
apply lean processes and optimal supply chain management.
Outsourcing, Six Sigma methodology, and radio frequency iden-
tification (RFID) systems are being integrated to further im-
prove performance. Even with the use of several innovative
measures, manufacturers may still feel intense pressure to meet
earnings and revenue expectations. See the “Audit and Account-
ing Issues Arising From Current Risks—Global Convergence”
section of this Alert for a discussion of this topic and other risk
factors that need to be considered when performing an audit of a
manufacturer. 
Outsourcing
Has your client run for the border? With domestic costs on the
rise many manufacturers outsource offshore. Some are beginning
to look more like distributors than manufacturers. There is a deep
concern about the potential detriment the loss of home grown
manufactured goods will have on the U.S. economy. Others be-
lieve that in order to be global, you need to use global resources.
If your client has chosen to outsource operations domestically or
offshore, in areas such as production, internal audit, and technol-
ogy, to name a few, specific guidance is available to assist you in
your audit. See the “Audit and Accounting Issues Arising From
Current Risks—Outsourcing” section of this Alert for a discus-
sion of this topic and other risk factors that may need to be con-
sidered on your audit engagement. 
Radio Frequency Identification
Manufacturers constantly search for the most efficient and cost-
effective ways to monitor inventories and supply chains. Re-
cently, there has been a trend towards the implementation and
use of RFID. With the use of radio waves, RFID automatically
identifies people or objects. This technology is not new, but the
initial cost outlay made it too impractical for many companies to
implement. RFID was recently identified by the AICPA informa-
tion technology member section as one of 2004’s top emerging
technologies. Many manufacturers are finding the implementa-
tion of an RFID system to be a labor-saving technology because
RFID tags, unlike bar codes, do not require manual scanning.
Thus, RFID has the potential to reduce labor costs, provide an
easier way to identify slow-moving or obsolete inventory, and
more accurately determine the cost of goods sold and/or inven-
tory levels. With the use of this technology, many manufacturers
may even shift to a specific identification inventory costing
method. Some significant global supply chain participants are re-
quiring their top vendors to begin using RFID by the year
2005. Their other vendors must comply by the year 2006. See
the “Audit and Accounting Issues Arising From Current Risks—
Inventory” section of this Alert for a discussion of this topic and
other risk factors that may need to be considered on your audit
engagement. 
eXtensible Business Reporting Language
Many companies are turning to eXtensible Business Reporting
Language (XBRL) in response to the pressures to report financial
data and details more frequently. This offshoot of eXtensible
Markup Language (XML) has made it possible for manufactur-
ers to modernize financial reporting. It allows users to display,
exchange, analyze, and extract financial information by tagging
4
5financial information using an open electronic standard. By
using XBRL, manufacturers may benefit from receiving supply
chain financial information more quickly and the reduction of
manual data entry will help improve the quality of financial
records. 
To access the benefits of XBRL, the Securities and Exchange
Commission (SEC) announced that they would be seeking pub-
lic comment on a proposed rule that would voluntarily allow reg-
istrants to file supplemental financial information using XBRL.
The 2004 calendar year-end reporting season will mark the be-
ginning of this pilot program. For more information, visit
www.sec.gov/rules/proposed/33-8496.htm. See the “Audit and
Accounting Issues Arising From Current Risks—eXtensible Busi-
ness Reporting Language” section of this Alert for a discussion of
this topic and other risk factors that may need to be considered
on your audit engagement. 
American Jobs Creation Act of 2004
On October 22, 2004, the President signed into law the Ameri-
can Jobs Creation Act (AJCA). There are four major components
to the AJCA. The first component finally ends the punitive sanc-
tions imposed on U.S. manufacturers, via escalating tariffs, by the
repeal of the Foreign Sales Corporation/Extraterritorial Income
(FSC/ETI) Act. The second component reduces the federal tax
rate of domestic manufacturers, large and small, from 35 percent
to 32 percent, while the third component simplifies complex in-
ternational tax law that reduces the double taxation on businesses
engaged in international markets. The last component is a hope
that the ending of these sanctions will generate a growth in busi-
ness investments and American jobs. For more information, visit
www.waysandmeans.house.gov/Links.asp?section=1559. See the
“Audit and Accounting Issues Arising From Current Risks—
American Jobs Creation Act of 2004” section of this Alert for a
discussion of this topic and other risk factors that may need to be
considered on your audit engagement.
Regulatory and Legislative Issues
The Sarbanes-Oxley Act of 2002 
On July 30, 2002, legislation to address shortcomings in financial
reporting for publicly held companies and issuers was signed into
law and the Sarbanes-Oxley Act of 2002 (Sarbanes Oxley or the
Act) became the most significant legislation affecting the ac-
counting profession since 1933. The Act, which applies in gen-
eral to issuers and their audit firms, dramatically affected the
accounting profession. The Act led to the formation of the Public
Company Accounting Oversight Board (the PCAOB), which is
overseen by the SEC.
To increase the tone set by top management, the Act requires ad-
ditional responsibilities of the chief executive officers and chief fi-
nancial officers of issuers, who are now required to certify the
issuer’s financial statements. These officers also have a greater
duty to communicate and coordinate with their audit commit-
tees, who are now responsible for hiring, compensating, and over-
seeing the independent auditors. The Act generally does not
apply to nonpublic manufacturers, but, at the state level, several
state legislators, regulators, and other elected or appointed officials
are seeking to duplicate and/or extend provisions of Sarbanes-
Oxley to private companies. 
To assist auditors, the AICPA created Sarbanes-Oxley
Act/PCAOB Implementation Central. For more information,
visit www.aicpa.org/sarbanes/index.asp. In addition, applicable
portions of this Act have been addressed in this Alert but for a
thorough discussion of recent and forthcoming rules and regula-
tions regarding the Act, see the AICPA general Audit Risk Alert—
2004/05 (product code no. 022335kk).
The New York Stock Exchange and the National Association of
Securities Dealers Rulemaking
The SEC recently approved proposed rules changes that may affect
your manufacturing clients if they are subject to the regulatory
requirements of the New York Stock Exchange (NYSE) and/or
6
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National Association of Securities Dealers automated quotation
system (NASDAQ). These approved rule changes concern the in-
dependence of directors, board members, and independent com-
mittees; the public announcement of going concern audit
opinions; the need for board approval of related party transactions;
the adoption of a company code of conduct; the notification of
noncompliance; and other changes to the listing standards. 
Auditors of manufacturers that are subject to the regulatory re-
quirements of the NYSE and/or NASD are advised to address
their clients’ compliance with these new rulings. Special attention
should be given to the required announcement of going concern
audit opinions. For a detailed description of these approved rule
changes, you may refer to SEC Release No. 34-48745; File Nos.
SR-NYSE-2002-33, SR-NASD-2002-77, SR-NASD-2002-80,
SR-NASD-2002-138, SR-2002-139, and SR-NASD-2002-141.
Check Clearing for the 21st Century Act 
In response to the September 11, 2001 terrorist attacks, the
Check Clearing for the 21st Century Act (Check 21) was enacted
in October 2003 and became effective on October 28, 2004.
Check 21 governs the clearing and processing of checks. Banks
may now voluntarily go check-less. In order to streamline and
cost-effectively manage the clearing chain, a digital image of a
check has now become a legal document and banks will no longer
have to physically transfer the original check in order to process a
transaction. This will reduce the possibility of checks being de-
stroyed or lost in transit, while expediting cash flows. An off-
spring of Check 21 is the creation of a new negotiable instrument
called a substitute check. This substitute is a reproduction of the
original check, front and back, containing all the information
that appears on the Magnetic Ink Character Recognition line
(MICR line). The processing of this substitute will be the same
as the original check, along with some new warranties, an in-
demnity, and expedited recredit procedures that protect the re-
cipient. Although the initial rollout of this technology may be
slow due to its voluntary nature, further down the line, paper
checks altogether may be eliminated. More information on
Check 21, including Frequently Asked Questions, can be found at
www.federalreserve.gov/paymentsystems/truncation/default.htm.
See the “Audit and Accounting Issues Arising From Current
Risks—Check Clearing for the 21st Century Act” section of this
Alert for a discussion of this topic and other risk factors that may
need to be considered on your audit engagement. 
Audit and Accounting Issues Arising From Current Risks
Although the manufacturing economy is slowly rebounding and
a cheaper dollar is lifting import prices, global competition con-
tinues to intensify. With these and other pressures previously
mentioned in this Alert, the need to sustain or increase revenue
and profits may motivate fraudulent financial reporting or the
misappropriation of assets. A recent compilation of audit mal-
practice claims prepared by an insurance company1 noted that 60
percent of filed audit claims involving manufacturing entities
consisted of the overvaluation of assets in the financial state-
ments, 17 percent arose from failure to detect defalcation, 17 per-
cent for inadequate disclosures, and 6 percent for withdrawing
from an engagement without issuing a report. Auditors must
continuously understand the types of pressures facing their
clients. They must approach each engagement with indepen-
dence, professional skepticism, and place significant emphasis on
the following standards, along with the full text of auditing pro-
nouncements when auditing manufacturers:
• SAS No. 22, Planning and Supervision states that, when
planning an audit, the auditor should consider other mat-
ters, such as the accounting practices common to the in-
dustry, competitive conditions, and if available, financial
trends and ratios. 
• SAS No. 96, Audit Documentation (AICPA, Professional
Standards, vol. 1, AU sec. 312, 329, 339, and 341), pre-
sents revised guidance regarding the objective, nature, and
8
1. The compilation was written by Sherry Anderson, CPCU, and Joseph Wolfe, CAN
Insurance Companies.
9extent of documentation required for compliance with
SASs. In particular, this SAS amends SAS No. 56, Analyti-
cal Procedures (AICPA, Professional Standards, vol. 1, AU
sec. 329), as amended, to include additional documenta-
tion when an analytical procedure is used as the principal
substantive test of a significant financial statement asser-
tion. 
For manufacturer audits subject to the compliance of the
PCAOB, PCAOB Auditing Standard No. 3, Audit Docu-
mentation and Amendment to Interim Auditing Standards
(AICPA, Professional Standards, vol. 1, PC sec. 150), estab-
lishes general requirements for documentation the auditor
should prepare and retain in connection with auditing and
related professional practice standards. This standard is ef-
fective for audits of issuer financial statements for fiscal
years ending on or after November 15, 2004.
• SAS No. 99, Consideration of Fraud in a Financial State-
ment Audit (AICPA, Professional Standards, vol. 1, AU sec.
316), indicates that the presence of a high degree of com-
petition or market saturation, accompanied by declining
margins, may indicate an increased risk of fraudulent fi-
nancial reporting. Keep in mind that when risk factors are
identified, professional judgment should be exercised in as-
sessing their significance and relevance.
• Auditors should also keep in mind their responsibilities
under SAS No. 59, The Auditor’s Consideration of an En-
tity’s Ability to Continue as a Going Concern (AICPA, Profes-
sional Standards, vol. 1, AU sec. 341). SAS No. 59
discusses the auditor’s responsibilities with respect to eval-
uating whether there is substantial doubt about an entity’s
ability to continue as a going concern. Some external mat-
ters cited by SAS No. 59 that indicate there could be sub-
stantial doubt about the entity’s ability to continue as a
going concern include the loss or losses of principal cus-
tomers or suppliers.
General Consideration of Fraud in a Manufacturer
SAS No. 99 is the primary source of authoritative guidance re-
garding the auditor’s responsibilities concerning the considera-
tion of fraud in a financial statement audit. SAS No. 99 pays
particular attention to revenue recognition and includes a pre-
sumption that improper revenue recognition is a fraud risk. In
the “Revenue Recognition” section of this Alert, we have in-
cluded some circumstances that continuously present a high in-
herent risk of material misstatement.
Several AICPA Audit and Accounting Guides provide in-depth
guidance on the consideration of fraud in various industries. A
listing of some of these Guides may be found in the “Resource
Central” section of this Alert. In addition, to help practitioners,
the AICPA has revised and published a practice aid entitled Fraud
Detection in a GAAS Audit: Revised Edition (product no.
006615kk).
Revenue Recognition
In recent years, improper revenue recognition has contributed to
the perceived erosion of the financial reporting process. Auditor
integrity has been questioned, and several high-profile revenue
recognition schemes have attracted the attention of the media.
Since some of these schemes have involved manufacturers, the
following list is presented, giving some specific circumstances
that continue to present high inherent risk of material misstate-
ment of revenues: 
• The manufacturer and its customers may enter into side
arrangements that are separate from the main contract. If
side arrangements (side agreements) exist, there is a higher
risk that accounting personnel will be unaware of such
agreements or will fail to understand all of the terms of the
transaction, which may result in improper revenue recog-
nition. In addition, executing the side agreement after pe-
riod end may indicate that evidence of the arrangement was
not finalized and did not meet revenue recognition criteria
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as of the end of the reporting period. Side agreements have
been known to exist in oral or written form.
• If transactions have significant price incentives or conces-
sions, there is a risk that the manufacturer’s accounting
personnel will fail to properly recognize the effect they
have on revenue.
• An unusual volume of sales to distributors or resellers, par-
ticularly at or near the end of the reporting period, may in-
dicate channel stuffing. Channel stuffing, also known as
trade loading is a marketing practice that manufacturers
sometimes use to boost sales by inducing distributors to
buy substantially more inventory than they can promptly
resell. Channel stuffing also may be accompanied by side
agreements that provide for the return of unsold merchan-
dise beyond the normal sales return privileges. Channel
stuffing may also indicate the need to increase the level of
anticipated sales returns above historical experience.
• If there are transactions near or at the end of the reporting
period, they may be characterized by significant sales in-
centives and other conditions that affect revenue recogni-
tion. There is also an increased risk that all the
documentation necessary to establish evidence of these
transactions may not have been fully executed or that such
documents may have been subsequently amended.
• International transactions with customers in high-risk
economies may increase the risk of receivable collectibility.
Probable collection is one of the criteria for revenue recog-
nition. To assess the collectibility of receivables from inter-
national transactions, the auditor should consider several
conditions, including the health of the foreign economy,
the political stability of the country, and the strength of the
country’s currency.
• If there are barter transactions and other nonmonetary ex-
changes, the auditors should question the business purpose
of the transaction and whether there is sufficient objective
evidence of fair value for the transactions since they do not
involve an exchange of monetary consideration. 
• If there are transactions that are entered into within a short
time frame of one another, they may actually be part of a
single negotiated transaction that should be accounted for as
such. In the case of a round tripping transaction, a company
will artificially inflate revenue by selling products or services
to the same entity that it buys products or services from.
One transaction is completely dependent upon the comple-
tion of the other and the fair value of both transactions may
be overstated so the company can report higher revenue.
• Bill and hold transactions occur when the customer agrees
to purchase goods from the manufacturer, but the manu-
facturer retains physical possession until the customer re-
quests shipment. Normally, such arrangements do not
qualify as a sale because delivery of the goods has not oc-
curred. Under certain conditions, however, when a cus-
tomer has made an absolute purchase commitment and
has assumed the risks and rewards of the purchased prod-
uct, but is unable to accept delivery because of a com-
pelling business reason, bill and hold sales may qualify for
revenue recognition. The SEC Accounting and Auditing
Enforcement Release (AAER) No. 108 specifies certain
conditions or criteria that a bill and hold transaction of a
public company should meet in order to qualify for rev-
enue recognition. Although AAER No. 108 is directed
specifically to the transactions of public companies, audi-
tors of nonpublic companies may find the guidance help-
ful in analyzing bill and hold transactions. Under AAER
No. 108, bill and hold transactions should meet the fol-
lowing conditions:
– The risks of ownership must have passed to the buyer.
– The customer must have made a fixed commitment to
purchase the goods, preferably reflected in written doc-
umentation.
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– The buyer, not the seller, must request that the transac-
tion be on a bill-and-hold basis. The buyer must have a
substantial business purpose for ordering the goods on a
bill and hold basis.
– There must be a fixed schedule for delivery of the
goods. The date for delivery must be reasonable and
must be consistent with the buyer’s business purpose
(e.g., storage periods are customary in the industry)
– The seller must not have retained any specific perfor-
mance obligations such that the earning process is not
complete.
– The ordered goods must have been segregated from the
seller’s inventory and not be subject to being used to fill
other orders.
– The equipment must be complete and ready for shipment.
The above listed conditions are the important conceptual
criteria which should be used in evaluating any purported
bill and hold sale. This listing is not intended as a check
list. In some circumstances, a transaction may meet all the
factors listed above but not meet the requirements for rev-
enue recognition.
• When a manufacturer provides financing to its customers
that goes beyond normal trade terms, there is a risk of a
material misstatement of revenue.
No audit can be designed to provide absolute assurance that all
revenue recorded by the manufacturer is appropriate or that
fraudulent financial reporting is discovered. An awareness of the
conditions that increase audit risk, along with an appropriate
level of professional skepticism about issues identified during the
planning process and during the performance of significant field-
work can help auditors increase the likelihood that either inad-
vertent or intentional material misstatements of revenue will be
detected. Chapter 1 of the AICPA Audit Guide Auditing Revenue
in Certain Industries (product no. 012514kk), provides detailed
guidance and is a valuable resource to assist auditors in auditing
financial statement assertions about revenue. 
In previous years, this Alert has discussed the SEC’s Staff Ac-
counting Bulletin (SAB) No. 101, Revenue Recognition in Finan-
cial Statements. Recently, the SEC amended and codified SAB
No. 101 with the issuance of SAB No. 103, Update and Codifica-
tion of Staff Accounting Bulletins. SAB No. 101 and selected por-
tions of another SEC publication, SAB No. 101, Revenue
Recognition in Financial Statements—Frequently Asked Questions
and Answers, have been incorporated into “Topic 13: Revenue
Recognition,” of the updated codification of the SABs. Subse-
quently, the SEC deleted interpretive material considered no
longer necessary by issuing SAB No. 104, Revenue Recognition. It
is important to remember that SABs are not rules or interpreta-
tions of the SEC, but represent the interpretations and practices
followed by the SEC. The basic principles of revenue recognition
in generally accepted accounting principles (GAAP) are still re-
flected in “Topic 13: Revenue Recognition,” even though it is di-
rected specifically to public entities. “Topic 13: Revenue
Recognition” does not supersede any existing authoritative litera-
ture, but auditors of nonpublic companies may find its guidance
useful in analyzing revenue recognition issues.
Outsourcing
With constant concerns about staying competitive, manufactur-
ers increasingly outsource their business functions. If your client
has outsourcing, not only do you need to gain an understanding
and assessment of your client’s internal controls, but you may
need to include the internal controls of the organization provid-
ing the outsourcing. Auditors must consider and comply with
SAS No. 70, Service Organizations (AICPA, Professional Stan-
dards, vol. 1, AU sec. 324), as amended. SAS No. 70 provides
guidance that an independent auditor should consider when au-
diting the financial statements of an entity that obtains services
from another organization that are part of its information system.
For manufacturer audits subject to the requirements of the
PCAOB, Appendix B of PCAOB Auditing Standard No. 2, An
Audit of Internal Control Over Financial Reporting Performed in
Conjunction With an Audit of Financial Statements (AICPA, Pro-
fessional Standards, vol. 1, PC sec. 140), should be considered.
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Related questions and answers to this PCAOB Auditing Standard
can be found at www.pcaobus.org/. In addition, the AICPA
Audit Guide Service Organizations: Applying SAS No. 70 as
Amended (product no. 012774kk) may be a useful resource.
There are possible risk management issues associated with out-
sourcing that your manufacturing client may need to consider if
their core business functions have been outsourced. Have they
lost direct control over vital business functions? Has an exit strat-
egy been developed? Are the privacy rights of the manufacturer’s
customer protected? Associated with these questions are potential
legal risks and audit considerations. In response, the auditors
should keep in mind their responsibilities under SAS No. 59 and
SAS No. 12, Inquiry of a Client’s Lawyer Concerning Litigation,
Claims, and Assessments (AICPA, Professional Standards, vol. 1,
AU sec. 337). 
The AICPA has partnered with the Canadian Institute of Char-
tered Accountants (CICA) in a Joint Enterprise-Wide Task Force
to develop privacy best practices. More information can be found
at www.aicpa.org/innovation/baas/ewp/privacy_framework.asp.
An additional product of the AICPA, Understanding and
Implementing Privacy Services: A CPA Resource, (product no.
056509kk) is also available.
Inventory
Radio Frequency Identification
Many manufacturers are deploying RFID into their inventory
systems. If your client implements an RFID system, you should
expect some changes to their inventory management. Auditors
with clients using RFID systems may need to acquire adequate
training to understand this technology. One significant issue for
auditors is assessing the effectiveness of the internal controls. SAS
No. 55, Consideration of Internal Control in a Financial Statement
Audit, as amended by SAS No. 78, Consideration of Internal Con-
trol in a Financial Statement Audit: An Amendment to SAS No. 55
(AICPA, Professional Standards, vol. 1, AU sec. 319), as amended,
and SAS No. 94, The Effect of Information Technology on the Audi-
tor’s Consideration of Internal Control in a Financial Statement
Audit (AICPA, Professional Standards, vol. 1, AU sec. 319), pro-
vides guidance on the auditor’s consideration of a manufacturer’s
internal control in an audit of financial statements. When assess-
ing RFID internal controls, consider asking your client the fol-
lowing questions: 
• Are the RFID tags read-only, never having the ability to
change the stored information, or are they read-write tags
that contain the ability to write over existing information?
• Do the RFID tags contain information that could present
privacy concerns?
• Are control procedures in place to ensure that only autho-
rized information is stored onto the RFID tag?
• Are all RFID tags on the same frequencies and if not, are
readers capable of reading different frequencies?
• Are there any limitations on an RFID tag’s ability to be read?
Auditors may spend less time counting inventory and more time
verifying and testing the RFID system technology. The auditor
may even be able to use their own reading equipment when per-
forming the physical observation of inventory, but some things
have not changed. Auditors will still have to account for all in-
ventory tags, even though the tags are RFID. Some new ques-
tions that may arise during the physical observation include:
• Are the RFID tags properly transmitting the necessary in-
formation?
• How can reader collision be prevented? Reader collision is
when the signal from one reader interferes with the signal
from another creating an overlapping.
• How can tag collision be prevented? A tag collision occurs
when one or more chips in the RFID tags reflect back a
signal to the reader all at once. 
If your client is considering implementing an RFID system, consider
making inquiries about the possible impact on their existing infor-
mation system; processing capabilities; risk management policies,
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and privacy concerns. For more information about privacy con-
cerns, see the section entitled “Outsourcing,” in this Alert.
Last year’s Alert discussed the manufacturing industry’s growing
trend towards “Lean Principles.” As a quick reminder, lean prin-
ciples or lean accounting is a process that assists manufacturers in
eliminating waste. Its focus is the categorization of costs by value
stream instead of departments. With the cost savings and optimal
inventory management benefits an RFID system may offer, more
and more manufacturers implementing RFID may also be con-
sidering lean principles. 
Factors to Consider When Testing Manufacturing Overhead
Since manufacturers have been faced with unexpected costs for
raw material, higher energy costs, tort litigation, and pension and
benefits increases, there may be an increased incentive to offset
these costs. Since one of the least understood activities of the
costing process is the applied and accumulated manufacturing
overhead accounts, manufacturers may improperly “sink” costs
that should be expensed during the period into manufacturing
overhead. Manufacturing overhead includes a variety of indirect
fixed and variable costs. Predetermined overhead rates are applied
to production, and recorded in an applied manufacturing control
account while actual overhead costs are captured into an accumu-
lated manufacturing control account. The difference that arises
between these two accounts, a variance, is known as an under ap-
plied or over applied allocation of manufacturing overhead and is
adjusted by alternative methods at the end of the period. 
The auditor should consider assessing the effectiveness of the in-
ventory system’s internal controls and comply with SAS No. 55,
as amended. The assessment of the internal controls may discover
that the manufacturer’s management has the ability to override
controls relating to inventory costing as well as having the ability
to manipulate manufacturing overhead allocation rates.
Analytical procedures are an important part of the audit process
and consist of evaluations of financial information made by a
study of plausible relationships among both financial and non-
financial data. If you are considering using analytical procedures
to assist you in the testing of manufacturing overhead, you will
need to comply with SAS No. 56, Analytical Procedures, as
amended. In performing analytical procedures, auditors compare
amounts or ratios to expected results. Below is a listing of some of
the types of results the use of analytical procedures can identify
when testing manufacturing overhead:
• If inventory ending balances are increasing too rapidly or
appear to be abnormally high, perhaps expenses have im-
properly been capitalized into inventory.
• If cost of goods sold and/or manufactured appears to be
abnormally high, perhaps expenses have been improperly
classified or are fraudulent.
• If the variance between applied and accumulated manufac-
turing overhead has increased in size or frequency, perhaps
expenses are being improperly classified or are fraudulent.
In addition to all of the above, auditors should also pay close at-
tention to a manufacturer that has loan covenants with terms tied
to inventory. Keep SAS No. 99 in mind when identifying risk
factors.
For a discussion clarifying normal capacity guidance see the
“Global Convergence” section in this Alert.
Consolidation of Variable Interest Entities
With the use of off-balance-sheet arrangements, many entities
have been dressing up their balance sheets to win the favor of in-
vestors. Since the occurrence of several highly profiled corporate
scandals involving the use of special purpose or other entities, the
rules governing these arrangements have significantly changed.
In the spirit of greater transparency, Financial Accounting Stan-
dards Board (FASB) Interpretation No. 46, Consolidation of Vari-
able Interest Entities—an interpretation of ARB No. 51, was issued
and subsequently revised by the issuance of FASB Interpretation
No. 46(R), Consolidation of Variable Interest Entities, (revised De-
cember 2003 (FIN 46(R)). Under FASB Interpretation No.
46(R), certain entities may now have to be consolidated if they
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meet the definition of a variable interest entity (VIE). Auditors
should be on the alert as to how your manufacturers’ related enti-
ties are organized. The Interpretation defines what a VIE is, de-
scribes when, and how such an entity should be consolidated
including the required disclosures.
The FASB believes that if a business enterprise has a controlling
financial interest in a VIE, the assets, liabilities, and results of the
activities of the VIE should be included in the consolidated fi-
nancial statements of the business enterprise.
Subsequent to the issuance and revision of FASB Interpretation
No. 46(R), the FASB issued several FASB Staff Positions (FSPs).
See the AICPA general Audit Risk Alert—2004/05 (product no.
022335kk) for a more detailed discussion. Also visit the FASB
Web site at www.fasb.org for a complete listing.
eXtensible Business Reporting Language 
Auditors will need to become versed in XBRL as it becomes a
routine part of financial reporting. The Audit Issues Task Force of
the AICPA’s Auditing Standards Board (ASB) has issued Interpre-
tation No. 5, Attest Engagements on Financial Information In-
cluded in XBRL Instance Documents, of chapter 1, “Attest
Engagements,” of Statement on Standards for Attestation Engage-
ments (SSAE) No. 12, Amendment to Statement on Standards for
Attestation Engagements No. 10, Attestation Standards; revisions
and recodification (AICPA, Professional Standards, vol. 1, ATI sec.
101.47). The AICPA and the XBRL-US Domain Working
Group have produced a working draft entitled US Financial
Reporting Taxonomy Framework and US GAAP Commercial and
Industrial Taxonomy. To learn more about this initiative, visit
www.xbrl.org/taxonomy/us/fr/gaap/ci/2003-07-07/.
American Jobs Creation Act of 2004
The FASB directed its staff to issue an FSP that provides ac-
counting and disclosures guidance on deductions arising from
this act. The staff responded to the FASB directive and issued the
following proposed staff positions:
• Proposed FSP Interpretation No. FAS 109-a, “Application
of FASB Statement No. 109, Accounting for Income Taxes,
for the Tax Deduction Provided to U.S. Based Manufac-
turers by the American Jobs Creation Act of 2004”
• Proposed FSP Interpretation No. FAS 109-b, “Accounting
and Disclosure Guidance for the Foreign Earnings Repa-
triation Provision within the American Jobs Creation Act
of 2004”
Auditors may need to consider these proposed interpretations
and the impact on their client engagement.
Check Clearing for the 21st Century Act 
As discussed in the “Regulatory and Legislative Issues,” section of
this Alert, Check 21 created an instrument called a substitute
check. Since financial institutions can voluntarily comply with
Check 21, your manufacturing clients will need to speak to their
financial institution in order to understand what exactly will be
returned to them. If your clients know exactly what is being re-
turned, that will enable them to revise their internal controls over
cash, if necessary. When planning audit engagements, auditors
will need to discuss the implications of Check 21 with their
clients, and may need to consider changing their audit proce-
dures if original checks are no longer available.
Global Convergence
The FASB and the International Accounting Standards Board
(IASB) have entered into several projects to reduce the differences
between U.S. GAAP and International Financial Reporting Stan-
dards (IFRS). Recently, FASB Statement No. 151, Inventory
Costs, an amendment of ARB No. 43, Chapter 4 was issued to con-
verge with the IASB’s Accounting Standard on Inventory. The re-
sult of the issuance of FASB No. 151 is an effort to improve the
comparability of cross-border financial reporting. FASB No. 151
will improve financial reporting by clarifying that abnormal
amounts of idle facility expense, freight, handling costs, and
wasted materials (spoilage) should be recognized as current-period
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charges and by requiring the allocation of fixed production over-
heads to inventory based on the normal capacity of the produc-
tion facilities. FASB No. 151, in order to clarify guidance, refers
to normal capacity as a range of production levels within which
ordinary variations in production levels are expected. 
New Pronouncements and Other Guidance
Recent Auditing, Attestation, Quality Control Pronouncements,
and Related Guidance
Presented below is a list of auditing, attestation, quality control,
and related guidance issued since the publication of last year’s Alert.
For information on auditing and attestation standards, quality con-
trol standards, and related guidance that may have been issued
subsequent to the writing of this Alert, refer to the AICPA Web
site at www.aicpa.org/members/div/auditstd/technic.htm and the
PCAOB Web site at www.pcaobus.org (public company audits
only). 
You may also look for announcements of newly issued standards
in The CPA Letter, Journal of Accountancy, and the quarterly elec-
tronic newsletter, “In Our Opinion,” issued by the AICPA’s Au-
diting Standards team and available at www.aicpa.org/members/
div/auditstd/opinion/index.htm.
SOP 04-1 Auditing the Statement of Social Insurance
(November 2004) This SOP assists CPAs in auditing the statement of 
(Not applicable to social insurance—a financial statement required by 
audits conducted in Federal Accounting Standards Advisory Board 
accordance with (FASAB) Statement of Federal Financial Accounting 
PCAOB standards) Standards (SFFAS) No. 17, Accounting for Social
Insurance, and SFFAS No. 25, Reclassification of
Stewardship Responsibilities and Eliminating the 
Current Services Assessment.
ASB Audit Interpretation “Clarification in the Audit Report of the Extent of
No. 17 of SAS No. 58 Testing of Internal Control Over Financial Reporting 
(June 2004) in Accordance With Generally Accepted Auditing  
(Not applicable to audits Standards”
conducted in accordance This Interpretation provides illustrative language in 
with PCAOB standards) the auditor’s report to clarify that an audit performed
in accordance with generally accepted auditing
standards (GAAS) does not require the same level of
testing and reporting on internal control over 
financial reporting as an audit of an issuer for whom
Section 404(b) of the Sarbanes-Oxley Act of 2002 
is applicable.
ASB Audit Interpretation “Reference to PCAOB Standards in an Audit Report 
No. 18 of SAS No. 58 of a Nonissuer”
(June 2004) This Interpretation clarifies the applicability of GAAS 
(Not applicable to audits and provides illustrative language for a dual reference 
conducted in accordance reporting situation when the audit was conducted in 
with only PCAOB accordance with both GAAS and the auditing
standards) standards of the PCAOB.
PCAOB Auditing References in Auditor’s Reports to the Standards of the 
Standard No. 1 Public Company Accounting Oversight Board
(May 2004) See the summary in “PCAOB Developments” section 
(Applicable to audits below.
conducted in accordance
with PCAOB standards
only)
PCAOB Auditing An Audit of Internal Control Over Financial Reporting
Standard No. 2 Performed in Conjunction With an Audit of Financial 
(June 2004) Statements
(Applicable to audits See the summary in “PCAOB Developments” section 
conducted in accordance below.
with PCAOB standards
only)
PCAOB Auditing Audit Documentation and Amendment to Interim 
Standard No. 3 Auditing Standards
(August 2004) See the summary in “PCAOB Developments” section 
(Applicable to audits below.
conducted in accordance
with PCAOB standards
only)
PCAOB Rules In the past year, the PCAOB has issued numerous 
(Various dates) rules to be used by registered public accounting firms 
(Applicable to audits in the preparation and issuance of audit reports. 
conducted in accordance See the summary in “PCAOB Developments” section 
with PCAOB standards below.
only)
PCAOB Staff Questions (1) Auditing Internal Control Over Financial Reporting. 
and Answers These questions and answers consist of three separate 
(Applicable to audits sets—questions 1–26, questions 27–29, and questions 
conducted in accordance 30–36. 
with PCAOB standards (2) Audits of Financial Statements of Non-Issuers 
only) Performed Pursuant to the Standards of the PCAOB
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Suggested Framework for A Framework for Evaluating Process/Transaction-Level 
Internal Controls Related Exceptions and Deficiencies
to PCAOB Auditing Developed by representatives of nine firms and a 
Standard No. 2 professor, this framework reflects their views on a
methodology consistent with their understanding of
PCAOB Auditing Standard No. 2. The framework
can be obtained at www.aicpa.org/cpcaf/ 
download/framework.pdf.
AICPA Toolkit The AICPA Audit Committee Toolkit
(December 2003) This toolkit provides comprehensive advice on audit 
(nonauthoritative) committee duties such as agenda setting, conducting 
executive sessions, and evaluating the effectiveness of
auditors and the audit committee itself. It also offers
basic information on important topics such as internal
controls, anti-fraud accountability, and off-balance-
sheet transactions.
AICPA Practice Alert Acceptance and Continuance of Clients and Engagements
2003-3 This Practice Alert provides practitioners and their 
(January 2004) firms with guidance regarding the establishment of 
(nonauthoritative) policies and procedures for deciding whether to accept 
or continue a client relationship and whether to 
perform a specific engagement for that client.
AICPA Practice Alert Illegal Acts
2004-1 This Practice Alert is intended to guide the auditors of 
(October 2004) non-issuers with respect to illegal acts.
(nonauthoritative)
AICPA Technical Practice Reporting on Medicaid/Medicare Cost Reports
Aid 9110.15 This Technical Practice Aid discusses what form of 
(September 2004) report an auditor should issue to comply with the 
(nonauthoritative) “certification” requirement from payors in regard to
health care organization financial statement audit 
engagements.
AICPA Practice Aid Establishing and Maintaining a System of Quality 
(November 2004) Control for a CPA Firm’s Accounting and Auditing Practice
(nonauthoritative) This Practice Aid can help practitioners better
understand and apply the Statements on Quality
Control Standards issued by the AICPA. It contains
new policies and procedures that a firm should
consider including in its system of quality control to
be responsive to the changing environment.
AICPA Practice Aid Auditing Governmental Financial Statements: Programs 
(June 2004) and Other Practice Aids
(nonauthoritative) This Practice Aid provides audit programs and other
tools to help practitioners conduct their governmental
audits in light of the extensive provisions of 
Governmental Accounting Standards Boards (GASB)
Statement No. 34 and the new financial reporting
model it introduces.
New COSO Framework Enterprise Risk Management—Integrated Framework
This document describes the essential components,
principles, and concepts of enterprise risk manage-
ment for all organizations, regardless of size. With
heightened concern and focus on risk management,
the framework provides boards of directors and 
managements with a clear roadmap for identifying
risks, avoiding pitfalls, and seizing opportunities to
grow stakeholder value. This new framework is 
expected to be widely accepted as the benchmark for
dealing with business risk. The framework can be 
obtained by calling the AICPA at (888) 777-7077 or
going online at www.cpa2biz.com/store.
As necessary, auditors should obtain and understand the complete
text of the applicable standards and other guidance. You should
visit the applicable Web site for complete information. 
Auditing Standards Available on AICPA and PCAOB Web Sites
The standards and interpretations promulgated by the AICPA
Auditing Standards Board are now available free of charge by vis-
iting the AICPA Audit and Attest Standards Team’s page at www.
aicpa.org/members/div/auditstd/Auth_Lit_for_NonIssuers.htm.
Members and nonmembers alike can download the auditing,
attestation, and quality control standards by either choosing a
section of the codification or an individual statement number.
You can also obtain copies of AICPA standards and other guid-
ance by contacting the AICPA at (888) 777-7077 or online at
www.cpa2biz.com.
Also, the PCAOB has published its interim standards for audits
of public companies on their Web site (www.pcaobus.org) free of
charge.
New Centers Established
Center for Public Company Audit Firms
The AICPA Center for Public Company Audit Firms began oper-
ations in January 2004, as a voluntary membership organization
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for firms that audit or are interested in auditing public companies.
Following the Sarbanes-Oxley Act’s creation of the PCAOB to in-
spect and discipline auditors of SEC-registered issuers, the AICPA
established the center to achieve the following objectives:
• Enhance the quality of member firms’ public company
audit practices through the timely communication to
members of SEC- and PCAOB-related news, the develop-
ment of technical and educational information for mem-
bers, and the promotion of best practices.
• Provide a forum for member firms to discuss and express
their views on matters that affect public company audits.
• Maintain relationships with member firms and act as a liai-
son to the SEC and the PCAOB on their behalf.
• Propose to regulators solutions to issues member firms
identify, and prepare comment letters on rule proposals
that affect public company auditors.
• Administer a peer review program—focused on member
firms’ private company audit practices—that will bridge
the PCAOB’s inspection of member firms’ public com-
pany audit practices.
Additional information on the center is available at www.aicpa.
org/cpcaf.
The AICPA’s Antifraud and Corporate Responsibility 
Resource Center 
The center spotlights new Web-based fraud and ethics case stud-
ies and commentaries recently issued, the AICPA antifraud Web-
cast series, the interactive CPA course Fraud and the CPA, and a
competency model that allows you to assess your overall skills and
proficiencies as they relate to fraud prevention, detection, and in-
vestigation, among other topics. In addition, the site offers press
releases and newsworthy items on other AICPA courses related to
prevention and detection, and an overview of the AICPA An-
tifraud and Corporate Responsibility Program. 
Additional information on the center is available at www.aicpa.
org/antifraud.
Recent Accounting Pronouncements and Related Guidance
Presented below is a list of accounting pronouncements and
other guidance issued since the publication of last year’s Alert.
For information on accounting standards issued subsequent to
the writing of this Alert, refer to the AICPA Web site at www.
aicpa.org, and the FASB Web site at www.fasb.org. You may also
look for announcements of newly issued standards in The CPA
Letter and Journal of Accountancy.
FASB Statement No. 151 Inventory Costs, an amendment of ARB No. 43, Chapter 4.
(November 2004) This Statement clarifies that abnormal amounts of
idle facility expense, freight, handling costs, and
wasted materials (spoilage) should be recognized as
current-period charges and requires the allocation
of fixed production overheads to inventory based on
the normal capacity of the production facilities.
FASB Statement Employers’ Disclosures about Pensions and Other
No. 132 (revised 2003) Postretirement Benefits—an Amendment of FASB 
(December 2003) Statements No. 87, 88, and 106
This Statement revises employers’ disclosures about
pension plans and other postretirement benefit plans
by requiring additional disclosures to those in the
original FASB Statement No. 132, about the assets,
obligations, cash flows, and net periodic benefit cost
of defined-benefit pension plans and other defined-
benefit postretirement plans.
FASB Interpretation Consolidation of Variable Interest Entities (revised 
No. 46(R) December 2003)—an interpretation of Accounting 
(December 2003) Research Bulletin No. 51
See the summary below.
FASB EITF Issues Go to www.fasb.org/eitf/ for a complete list of 
(Various dates) EITF Issues.
FASB Staff Positions Go to www.fasb.org/fasb_staff_positions/ for a
(Various dates) complete list of FASB Staff Positions (FSPs). Some of
the recently issued FSPs address issues relating to
FASB Statements No. 141, No. 142, No. 144, and
No. 150, among others, FASB Interpretations No. 45
and No. 46(R), and EITF Issue No. 03-1.
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SEC Rules, Regulations, See the section “Securities and Exchange Commission 
Accounting Bulletins, Developments,” below.
and so on
(Various dates)
AICPA Audit and Depository and Lending Institutions: Banks and Savings 
Accounting Guide Institutions, Credit Unions, Finance Companies and 
(January 2004) Mortgage Companies
This new AICPA Audit and Accounting Guide 
applies to all banks, savings institutions, credit unions,
and finance companies. It also applies to entities that
do not consider themselves to be finance companies
that engage in transactions that involve lending to or
financing the activities of others, and entities that do
not consider themselves to be mortgage companies
that engage in transactions that involve mortgage 
activities or transactions. This Guide supersedes the
AICPA Audit and Accounting Guides Banks and 
Savings Institutions, Credit Unions, and Finance
Companies.
SOP 03-4 Reporting Financial Highlights and Schedule of 
(December 2003) Investments by Nonregistered Investment Partnerships: 
An Amendment to the Audit and Accounting Guide
Investment Companies, and AICPA Statement of 
Position 95-2, Financial Reporting by Nonpublic 
Investment Partnerships
This SOP provides guidance on the application of
certain provisions of the AICPA Audit and Accounting
Guide Investment Companies and AICPA Statement of
Position 95-2, Financial Reporting by Nonpublic 
Investment Partnerships, that are directed to the 
reporting by nonregistered investment partnerships of
financial highlights and the schedule of investments.
It amends certain provisions of the Guide and SOP
95-2 by adapting those provisions to nonregistered 
investment partnerships based on their differences in
organizational and operational structures from 
registered investment partnerships.
SOP 03-5 Financial Highlights of Separate Accounts: An 
(December 2003) Amendment to the Audit and Accounting Guide
Investment Companies
This SOP provides guidance on reporting financial
highlights by separate accounts of insurance 
enterprises.
SOP 04-2 Accounting for Real Estate Time-Sharing Transactions
(December 2004)
AICPA Practice Aid Valuation of Privately-Held Company Equity Securities 
(May 2004) Issued as Compensation
(nonauthoritative) This Practice Aid provides useful information on 
measuring the cost of such transactions and properly
reflecting them in company financial statements.
AICPA Technical Sale of Real Estate Investments Held by Employee Benefit 
Practice Aid 6930.05 Plans and Discontinued Operations
(July 2004)
(nonauthoritative)
AICPA Technical Applicability of FASB Interpretation No. 45—Guarantor’s
Practice Aid 6400.45 Accounting and Disclosure Requirements for Guarantees, 
(August 2004) Including Indirect Guarantees of Indebtedness of 
(nonauthoritative) Others—Physician Loans
This Technical Practice Aid addresses whether 
physician loans are subject to FASB Interpretation
No. 45.
AICPA Technical Applicability of FASB Interpretation No. 45—Guarantor’s
Practice Aid 6400.46 Accounting and Disclosure Requirements for Guarantees, 
(August 2004) Including Indirect Guarantees of Indebtedness of 
(nonauthoritative) Others—Mortgage Guarantees
This Technical Practice Aid addresses whether 
mortgage guarantees are subject to FASB 
Interpretation No. 45.
AICPA Technical Related to SOP 03-1, Accounting and Reporting by 
Practice Aids Insurance Enterprises for Certain Nontraditional 
6300.05–.08 Long-Duration Contracts and for Separate Accounts 
(October 2004)
(nonauthoritative)
The summaries provided above are for informational purposes
only and should not be relied upon as a substitute for a complete
reading of the applicable standards and other guidance. Visit the
applicable Web site for complete information. You can obtain
copies of AICPA standards and other guidance by contacting the
AICPA at (888) 777-7077 or online at www.cpa2biz.com.
FASB Statement No. 151, Inventory Costs, an amendment of
ARB. No. 43, Chapter 4
The following summary is for informational purposes only and
should not be relied upon as a substitute for a complete reading
of the applicable standard.
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The amendments made by FASB Statement No. 151 will im-
prove financial reporting by clarifying that abnormal amounts of
idle facility expense, freight, handling costs, and wasted materials
(spoilage) should be recognized as current-period charges and by
requiring the allocation of fixed production overheads to inven-
tory based on the normal capacity of the production facilities.
FASB Statement No. 151 is the result of a broader effort by the
FASB to improve the comparability of cross-border financial re-
porting by working with the IASB toward development of a sin-
gle set of high-quality accounting standards. The FASB and the
IASB noted that Accounting Research Bulletin (ARB) 43, Chap-
ter 4 and IAS 2, Inventories, are both based on the principle that
the primary basis of accounting for inventory is cost. Both of
those accounting standards also require that abnormal amounts
of idle freight, handling costs, and wasted materials be recognized
as period costs; however, the boards noted that differences in the
wording of the two standards could lead to inconsistent applica-
tion of those similar requirements. The FASB concluded that
clarifying the existing requirements in ARB 43 by adopting lan-
guage similar to that used in IAS 2 is consistent with its goals of
improving financial reporting in the United States and promot-
ing the international convergence of accounting standards.
The guidance is effective for inventory costs incurred during fis-
cal years beginning after June 15, 2005. Earlier application is per-
mitted for inventory costs incurred during fiscal years beginning
after November 23, 2004.
Key Regulatory Developments Related to Audits of 
Public Companies
Public Companies Complying With Sarbanes-Oxley and 
Related Regulations
The SEC and the PCAOB have been active in issuing and
proposing rules implementing the provisions of the Sarbanes-
Oxley Act of 2002. A wealth of information about the provisions
of the Sarbanes-Oxley Act is available on the AICPA Web site at
www.aicpa.org/sarbanes/index.asp. Visit the SEC and PCAOB
Web sites at www.sec.gov and www.pcaobus.org for detailed in-
formation about their regulations and standards.
The provisions of the Sarbanes-Oxley Act and the rules of the
SEC and the PCAOB generally apply to public companies and
the auditors of public companies. Public companies are currently
implementing the SEC rules and provisions of the Sarbanes-
Oxley Act. This effort is being accomplished at great cost and ef-
fort. The magnitude of the effort for public companies and their
auditors to comply with all of the rules and standards of the SEC
and the PCAOB within the set deadlines is enormous. As such,
auditors of public companies need to especially focus on ensuring
that they are complying with all of the applicable rules and stan-
dards of the PCAOB. In addition, auditors will need to deter-
mine that their public company clients are complying with the
provisions of the Sarbanes-Oxley Act and the regulations of the
SEC.
Three critical areas that public companies must address are (1)
complying with Sarbanes-Oxley Section 404 on internal control
reporting, (2) complying with Sarbanes-Oxley Sections 302 and
906 certifications, and (3) complying with Sarbanes-Oxley Sec-
tion 301 on requirements for audit committees. The section
below presents an additional discussion about complying with
Sarbanes-Oxley Section 404.
Complying With Sarbanes-Oxley Section 404—Internal 
Control Reporting
Beginning in 2004, many publicly traded companies must comply
with new SEC rules issued under Section 404 of the Sarbanes-
Oxley Act and include in their annual reports (Forms 10-K or 10-
KSB) a discussion of the effectiveness of their internal control over
financial reporting. The SEC’s rules implementing Section 404 can
be obtained at www.sec.gov/rules/final/33-8238.htm.
The internal control report must include (1) a statement of man-
agement’s responsibility for establishing and maintaining ade-
quate internal control over financial reporting for the company,
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(2) management’s assessment of the effectiveness of the com-
pany’s internal control over financial reporting as of the end of
the company’s most recent fiscal year, (3) a statement identifying
the framework used by management to evaluate the effectiveness
of the company’s internal control over financial reporting, and
(4) a statement that the registered public accounting firm that
audited the company’s financial statements included in the an-
nual report has issued an attestation report on management’s as-
sessment of the company’s internal control over financial
reporting. Under the new rules, a company is required to file the
registered public accounting firm’s attestation report as part of the
annual report. 
Furthermore, the SEC added a requirement that management
evaluate any change in the company’s internal control over finan-
cial reporting that occurred during a fiscal quarter that has mate-
rially affected, or is reasonably likely to materially affect, the
company’s internal control over financial reporting.
Effective Date Information
A November 15, 2004, effective date applies to “accelerated filers,”
which generally are companies whose market value exceeds
$75 million. Nonaccelerated filers and foreign private issuers
have until July 15, 2005, to file their first internal control report.
On November 30, 2004, the SEC issued an Exemptive Order
(Release No. 50754) to grant certain accelerated filers that have a
fiscal year ending between and including November 15, 2004,
and February 28, 2005, and that had a public equity float of less
than $700 million at the end of their second fiscal quarter in
2004 up to an additional 45 days to include in their annual reports
management’s report on internal control over financial reporting
and the related auditor’s report on management’s assessment of
internal control over financial reporting. This Order can be
viewed at www.sec.gov/rules/exorders/34-50754.htm. In addi-
tion, the SEC is considering a four-month extension of the effec-
tive date for nonaccelerated filers and foreign private issuers.
Readers should be alert to any final issuances by the SEC on this
matter.
SEC Staff Questions and Answers
The SEC staff has answered frequently asked questions about
management’s report on internal control over financial reporting
and disclosure in Exchange Act Periodic Reports. These ques-
tions and answers are available at www.sec.gov/info/accountants/
controlfaq0604.htm.
Some Key Points to Remember About Section 404
• The Sarbanes-Oxley Act does not specify an internal con-
trol framework to use when making management’s assess-
ment on internal control. However, the COSO
Framework is the best known and is widely available. You
can obtain the COSO Framework by calling the AICPA at
(888) 777-7077 or going online at www.cpa2biz.com.
• Management’s report must address not just the design of
controls, but also their operating effectiveness. Thus, test-
ing of controls must be performed by management.
• The nature of a company’s testing activities depends largely
on the company’s circumstances, the type of control in-
volved, and the significance of such control to the com-
pany’s financial reporting.
• In developing its assessment of internal control over finan-
cial reporting, a company must maintain evidential matter,
including documentation, to provide reasonable support
for the assessment.
Challenges When Complying With Sarbanes-Oxley 404
Management will find preparing the internal control report a
challenge, particularly when there are internal control deficien-
cies. A recent survey conducted by Jefferson Wells and the Insti-
tute of Internal Auditors indicated that the most significant
challenges related to Sarbanes-Oxley compliance include:
• Insufficient resources
• Documentation issues
• Communication issues
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• Lack of definitive standards
• Size or geographic reach of the organization
• Lack of guidance from external auditors
• Controls identification and testing
• Cost of the project
Disturbingly, this survey found that 13 percent of respondents
indicated that their companies had not communicated at all with
their external auditors about Sarbanes-Oxley.
Material Weaknesses in Internal Control May Not Result in Se-
vere Regulatory Reaction. As public companies comply with the
provisions of Sarbanes-Oxley Section 404, material weaknesses in
internal control are being identified. The SEC’s Chief Accoun-
tant recently stated that as public companies announce the exis-
tence of material weaknesses, they, by themselves, should not
necessarily lead to severe regulatory or investor reactions. He ad-
vised that material weaknesses be fully disclosed and that man-
agement correct any weaknesses in their systems.
Considerations for Auditors of Public Companies
Standard to Follow When Reporting on Management’s Assess-
ment of Internal Control. As stated above, public companies
must have their auditors issue a report on management’s assess-
ment of the company’s internal control over financial reporting.
The PCAOB has issued Auditing Standard No. 2, An Audit of In-
ternal Control Over Financial Reporting Performed in Conjunction
With an Audit of Financial Statements (AICPA, Professional Stan-
dards, vol. 1, PC sec. 140), which provides guidance and require-
ments for auditors to perform that audit and issue a report on
management’s assessment of the company’s internal control over
financial reporting. Moreover, the PCAOB has issued and subse-
quently updated staff questions and answers titled, Auditing In-
ternal Control over Financial Reporting, which is available at the
PCAOB Web site (www.pcaobus.org).
On November 30, 2004, the PCAOB adopted a transitional rule
that will temporarily relieve auditors from two provisions of
PCAOB Auditing Standard No. 2 in connection with audits of
companies that rely on the SEC’s Exemptive Order, described
under the “Effective Date Information” section above. See the
“PCAOB Developments” section below for further information.
Getting Involved in Management’s Process. Complying with the
requirements of Sarbanes-Oxley Section 404 is a major project
for public companies. They are assessing their control environ-
ment, systems capabilities, and basic accounting practices; identi-
fying and documenting significant controls; evaluating the
controls; documenting the test results; evaluating and correcting
deficiencies; and ultimately preparing a report. Given the scope
and importance of this project, the auditor should be involved in
the process. The auditor and management should communicate
with one another about Section 404 compliance activities on a
regular basis. Management may want to confirm its approach
with the auditor and determine whether the body of documenta-
tion and evidence it plans to accumulate during its assessment
process is acceptable to the auditor.
Auditor Independence Concerns. The Sarbanes-Oxley Act and
the SEC rules implementing Section 404 of the Sarbanes-Oxley
Act require the auditor to be independent to perform an audit of
internal control over financial reporting. Under the SEC’s Rule
2-01 on auditor independence, an auditor impairs his or her in-
dependence if the auditor audits his or her own work, including
any work on designing or implementing an audit client’s internal
control system. PCAOB Auditing Standard No. 2 explicitly pro-
hibits the auditor from accepting an engagement to provide an
audit client with an internal control-related service that has not
been specifically pre-approved by the audit committee. That is,
the audit committee cannot pre-approve internal control-related
services as a category, but must approve each service. The SEC’s
independence rules would prohibit the company from relying on
its auditors to perform the evaluation of the effectiveness of inter-
nal controls. An auditor may assist with the work but manage-
ment must continue to make all final decisions, exercise its own
judgment in performing the analysis, and be in charge of the
work being done.
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A Framework for Evaluating Process/Transaction-Level and
Information Technology General Control Exceptions and
Deficiencies Resulting From the Evaluation of Internal
Control Over Financial Reporting
A framework for evaluating manual and automated process/
transaction-level and information technology general control ex-
ceptions and deficiencies resulting from the evaluation of internal
control over financial reporting has been developed by represen-
tatives of nine CPA firms and a professor at Georgia State Uni-
versity. This paper should be read in conjunction with PCAOB
Auditing Standard No. 2, especially the definitions in paragraphs
8 through 10, the section on evaluating deficiencies in paragraphs
130 through 141, the examples of significant deficiencies and
material weaknesses in Appendix D, and the “Background and
Basis for Conclusions” in Appendix E. The framework is not a
substitute for PCAOB Auditing Standard No. 2 and other rele-
vant professional literature. The framework can be obtained at
www.aicpa.org/cpcaf/download/framework_v2.pdf.
Securities and Exchange Commission Developments
Auditors of public companies and of those companies that file
with the SEC need to consider the accounting and financial
reporting requirements contained in the SEC regulations as
well as requirements imposed upon auditors. Listed below are
some recent activities of the SEC to help auditors of public
companies stay abreast of current developments. The sum-
maries below are for informational purposes only and should
not be relied upon as a substitute for a complete reading of the
applicable rule. See the SEC Web site at www.sec.gov for com-
plete information.
SEC Staff Accounting Bulletins
SAB No. 104 Revenue Recognition
(December 2003) This SAB updates portions of the interpretative 
guidance included in Topic 13 of the SEC’s 
codification of SABs to make it consistent with 
current authoritative accounting guidance. The
SAB’s principal revisions relate to the rescission 
of material no longer necessary because of private-
sector developments in U.S. GAAP.
SAB No. 105 Application of Accounting Principles to Loan 
(March 2004) Commitments
This SAB adds section DD, “Loan Commitments
Accounted for as Derivative Instruments,” to Topic
5, “Miscellaneous Accounting,” of the SEC’s 
codification of SABs. The new section provides 
interpretative guidance SEC-registered companies
should consider when recognizing such 
commitments, and it emphasizes certain disclosure
requirements that may be relevant to mortgage
banking activities.
SAB No. 106 Section 4, “Interaction of Statement 143 and the Full
(September 2004) Cost Rules,” under Topic 12-D, “Oil and Gas 
Producing Activities—Application of Full Cost
Method of Accounting” The interpretations in this
SAB express the staff ’s views regarding the application
of FASB Statement No. 143, Accounting for Asset
Retirement Obligations, by oil and gas producing
companies following the full cost accounting method.
The SAB, which adds Section 4 to Topic 12-D of the
SAB series, deals with the impact of FASB Statement
No. 143 on the full cost ceiling test and on the 
calculation of depreciation, depletion, and 
amortization.
SEC Final Rules and Orders
The recent SEC final rules and orders are too numerous to list in
this Alert. Presented below are the newly issued rules and orders
that are most relevant to accounting and auditing. Refer to the
SEC Web site at www.sec.gov/rules/final.shtml for a comprehen-
sive list of final rules.
Release No. 33-8392 Management’s Report on Internal Control over Financial 
(February 2004) Reporting and Certification of Disclosure in Exchange
Act Periodic Reports
This rule extends the compliance date for requirements
regarding the evaluation of internal control over
financial reporting and management certification
requirements, including certification and related
requirements applicable to registered investment
companies.
36
37
Release No. 33-8400 Additional Form 8-K Disclosure Requirements and
(May 2004) Acceleration of Filing Date
This rule expands the number of events that are 
reportable on Form 8-K under the Securities 
Exchange Act of 1934. The amendments add eight
new items to the form, transfer two items from the 
periodic reports, and expand disclosures under two
existing Form 8-K items. The amendments also 
shorten the Form 8-K filing deadline for most items
to four business days after the occurrence of an event
triggering the disclosure requirements of the form.
Release No. 33-8400A Additional Form 8-K Disclosure Requirements and 
(August 2004) Acceleration of Filing Date: Correction
This release makes technical corrections to rules 
adopted in Release No. 33-8400 (see above).
Release Nos. 33-8507; Temporary Postponement of the Final Phase-in Period for 
34-50684 Acceleration of Periodic Report Filing Dates
(November 2004) This Rule postpones, for one year, the final phase-in
period for acceleration of periodic report deadlines
that apply to larger companies known as “accelerated
filers.” For an additional year the deadline for 
accelerated filers will remain at 75 days after year end
for annual reports and at 40 days after quarter end for
quarterly reports.
Exemptive Order Order Under Section 36 of the Securities Exchange Act of 
No. 34-50754 1934 Granting an Exemption from Specified Provisions 
(November 2004) of Exchange Act Rules 13a-1 and 15d-1
This Order grants certain accelerated filers up to an 
additional 45 days to include in their annual reports
management’s report on internal control over 
financial reporting and the related auditor’s report on
management’s assessment of internal control over
financial reporting.
SEC Interpretative Releases
Release No. 33-8350 Commission Guidance Regarding Management’s 
(December 2003) Discussion and Analysis of Financial Condition and 
Results of Operations
This guidance emphasizes Management’s Discussion 
and Analysis (MD&A) should not be merely a 
recitation of financial statements in narrative form or
otherwise uninformative technical responses, neither
of which provides the important management 
perspective an MD&A should offer. Instead the 
release encourages top-level management to 
participate in drafting the MD&A and provides 
guidance regarding the overall presentation and focus
of MD&A.
Release No. 33-8422 Commission Guidance Regarding the Public Company 
(May 2004) Accounting Oversight Board’s Auditing and Related 
Professional Practice Standards No. 1
This guidance directs auditors to cease referring to 
generally accepted auditing standards (GAAS) in audit
reports relating to corporate financial statements and 
to refer instead to the standards of the PCAOB. The
guidance in this release is applicable only to auditors’ 
engagements that are governed by PCAOB rules.
SEC Frequently Asked Questions Related to Sarbanes-Oxley
Section 404
The SEC staff has issued answers to frequently asked questions,
entitled Management’s Report on Internal Control over Financial
Reporting and Disclosure in Exchange Act Periodic Reports. The ques-
tions and answers are available at www.sec.gov/info/accountants/
controlfaq0604.htm.
PCAOB Developments
As a result of the Sarbanes-Oxley Act of 2002, both U.S. and
non-U.S. public accounting firms wishing to prepare or issue re-
ports on U.S. public companies, or to play a substantial role in
the preparation or issuance of such reports, must be registered
with the PCAOB and comply with the standards and rules of the
PCAOB. The PCAOB’s standards and rules apply to registered
public accounting firms and their associated persons in connec-
tion with their audits of the financial statements of issuers, as de-
fined in Section 2(a)(7) of the Sarbanes-Oxley Act, and those
firms’ auditing and related attestation practices. The PCAOB
does not intend to suggest that registered public accounting firms
and their associated persons must comply with the PCAOB’s
standards and rules in auditing nonissuers. Auditors who fall
within the PCAOB’s scope should understand and follow the
standards, rules, and other requirements of the PCAOB. All
PCAOB standards and rules must be approved by the SEC prior
to taking effect.
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Newly Approved Standards 
PCAOB Auditing References in Auditors’ Reports to the Standards of the 
Standard No. 1 Public Company Accounting Oversight Board
(May 2004) This standard requires that auditors’ reports on 
engagements conducted in accordance with PCAOB
standards include a reference that the engagement was
conducted in accordance with those standards. The
rule replaces previously required references to GAAS.
It also adopted technical amendments to its rules on
interim standards that referred to existing professional
standards of auditing, attestation, quality control,
ethics, and independence. This standard is effective
beginning May 24, 2004.
PCAOB Auditing An Audit of Internal Control Over Financial Reporting 
Standard No. 2 Performed in Conjunction With an Audit of Financial 
(June 2004) Statements
This standard addresses both the work that is required
to audit internal control over financial reporting and
the relationship of that audit to the audit of the 
financial statements. This standard is effective for 
audits of companies with fiscal years ending on or 
after November 15, 2004, for accelerated filers, or 
July 15, 2005, for other companies.
PCAOB Auditing Audit Documentation and Amendment to Interim 
Standard No. 3 Auditing Standards
(August 2004) This standard establishes general requirements for
documentation an auditor should prepare and retain
in connection with engagements conducted pursuant
to the standards of the PCAOB. This standard is 
effective for audits of financial statements of 
companies with fiscal years ending on or after 
November 15, 2004.
Conforming Conforming Amendments to PCAOB Interim Standards 
Amendments Resulting from the Adoption of PCAOB Auditing 
(November 2004) Standard No. 2. 
Recent PCAOB Rules
In addition to the standards discussed above, the PCAOB has
also received SEC approval for numerous rules. The newly issued
rules pertain to a number of topics, such as various amendments
to the interim standards, terminology, oversight of non-U.S. regis-
tered public accounting firms, registration deadline for non-U.S.
firms, inspections of public accounting firms, investigations and
adjudications, registration withdrawals, and other matters. Audi-
tors of public companies can stay abreast of these rule-making
activities by visiting the PCAOB Web site at www.pcaobus.org.
PCAOB Adopts Temporary Transitional Rule Relating to
PCAOB Auditing Standard No. 2. On November 30, 2004, the
PCAOB adopted a temporary transitional rule relating to
PCAOB Auditing Standard No. 2 to facilitate the objectives of
the SEC’s Exemptive Order No. 34-50754, as described above in
the “Complying With Sarbanes-Oxley Section 404—Internal
Control Reporting” section. First, the temporary rule would per-
mit auditors to date their reports on management’s assessment of
the effectiveness of internal control over financial reporting later
than the date of their reports on the financial statements of com-
panies relying on the SEC’s Exemptive Order. Second, PCAOB
Auditing Standard No. 2 provides that the auditor’s separate re-
port on the financial statements should include a paragraph that
refers to a separate report on internal control over financial re-
porting. The temporary rule waives this provision for auditors in
connection with their audits of companies relying on the SEC’s
Exemptive Order. The temporary rule will be submitted to the
SEC for approval, as required by the Sarbanes-Oxley Act. If ap-
proved, the temporary rule will take effect immediately. By the
rule’s terms, it will expire on July 15, 2005. The Board’s rulemak-
ing release on the temporary rule can be found under Rulemak-
ing Docket No. 016 on the Board’s Web site, www.pcaobus.org.
Readers should stay alert to any final SEC approval.
PCAOB Issues Implementation Guidance
The PCAOB has issued staff guidance on Auditing Standards
No. 1 and No. 2 in the form of questions and answers (Q&As)
documents:
• Staff Questions and Answers: Audits of Financial Statements
of Non-Issuers Performed Pursuant to the Standards of the
PCAOB
• Staff Questions and Answers: Auditing Internal Control Over
Financial Reporting. These questions and answers consist
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of three separate sets—questions 1–26, questions 27–29,
and questions 30–36.
These staff questions and answers documents can be obtained at
www.pcaobus.org/Standards/staff_questions_and_answers.asp.  
Interim Standards Available on Web Site
The PCAOB’s interim auditing, attestation, quality control, ethics,
and independence standards are now available on the Board’s Web
site. These AICPA-developed standards were adopted by the
PCAOB in April 2003 for use in connection with audits of public
companies. The interim standards, primarily as codified in the
AICPA’s Codification of Statements on Auditing Standards, can be
found at www.pcaobus.org/Standards/index.asp.
Upcoming PCAOB Inspection Focus
Auditors of public companies should be aware that the SEC’s
chief accountant predicted in a recent speech that in the coming
year the PCAOB will inspect audit firms for issues such as tax re-
serves, documentation, and derivative accounting.
On the Horizon 
Auditors should keep abreast of auditing and accounting devel-
opments and upcoming guidance that may affect their engage-
ments. You should check the appropriate standard-setting Web
sites (listed below) for a complete picture of all accounting and
auditing projects in progress. Presented below is brief informa-
tion about certain projects that are expected to result in final
standards in the near future. Remember that exposure drafts are
nonauthoritative and cannot be used as a basis for changing
GAAP, GAAS, or PCAOB standards. 
The following table lists the various standard-setting bodies’ Web
sites, at which information may be obtained on outstanding ex-
posure drafts, including downloading a copy of the exposure
draft. These Web sites contain much more in-depth information
about proposed standards and other projects in the pipeline. 
Standard-Setting Body Web Site
AICPA Auditing Standards Board www.aicpa.org/members/div/auditstd/
(ASB) (Note that for audits of public drafts.htm 
companies, the Public Company 
Accounting Oversight Board sets 
auditing standards.)
Public Company Accounting www.pcaobus.org
Oversight Board (PCAOB)
AICPA Accounting Standards www.aicpa.org/members/div/acctstd/
Executive Committee (AcSEC) edo/index.htm
Financial Accounting Standards www.fasb.org
Board (FASB) 
Governmental Accounting www.gasb.org
Standards Board (GASB)
Professional Ethics Executive www.aicpa.org/members/div/ethics/
Committee (PEEC) index.htm
Auditing Pipeline—Nonpublic Companies 
The proposed standards discussed in this section would not apply
to the audits of public companies and other audits conducted
under the standards of the PCAOB. Readers should keep abreast
of the status of the following projects and projected exposure
drafts, inasmuch as they will substantially affect the audit process.
More information can be obtained on the AICPA’s Web site at
www.aicpa.org.
Seven SASs Related to Audit Risk Proposed 
In December 2002, the AICPA’s Auditing Standards Board
(ASB) issued an exposure draft proposing seven new SASs relat-
ing to the auditor’s risk assessment process. The ASB believes that
the requirements and guidance provided in the proposed SASs, if
adopted, would result in a substantial change in audit practice
and in more effective audits. The primary objective of the pro-
posed SASs is to enhance auditors’ application of the audit risk
model in practice by requiring: 
• More in-depth understanding of the entity and its environ-
ment, including its internal control, to identify the risks of
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material misstatement in the financial statements and what
the entity is doing to mitigate them.
• More rigorous assessment of the risks of material mis-
statement of the financial statements based on that un-
derstanding.
• Improved linkage between the assessed risks and the na-
ture, timing, and extent of audit procedures performed in
response to those risks.
The exposure draft consists of the following proposed SASs:
• Amendment to Statement on Auditing Standards No. 95,
Generally Accepted Auditing Standards
• Audit Evidence
• Audit Risk and Materiality in Conducting an Audit
• Planning and Supervision
• Understanding the Entity and Its Environment and Assessing
the Risks of Material Misstatement
• Performing Audit Procedures in Response to Assessed Risks and
Evaluating the Audit Evidence Obtained
• Amendment to Statement on Auditing Standards No. 39,
Audit Sampling
The proposed SASs establish standards and provide guidance
concerning the auditor’s assessment of the risks of material mis-
statement in a financial statement audit, and the design and
performance of audit procedures whose nature, timing, and ex-
tent are responsive to the assessed risks. Additionally, the pro-
posed SASs establish standards and provide guidance on
planning and supervision, the nature of audit evidence, and
evaluating whether the audit evidence obtained affords a rea-
sonable basis for an opinion regarding the financial statements
under audit. Readers should be alert for the issuance of final
SASs in 2005. 
Proposed SAS, Communication of Internal Control Related
Matters Noted in an Audit
This proposed SAS will supercede SAS No. 60, Communication
of Internal Control Related Matters Noted in an Audit (AICPA,
Professional Standards, vol. 1, AU sec. 325), and significantly
strengthen the quality of auditor communications of such mat-
ters in audits of nonpublic companies. Readers should be alert for
the issuance of a final standard in 2005. 
Proposed SSAE, Reporting on an Entity’s Internal Control Over
Financial Reporting (AT Section 501)
This Statement establishes standards and provides guidance to the
practitioner who is engaged to issue or does issue an examination
report on the effectiveness of an entity’s internal control over fi-
nancial reporting as of a point in time (or on an assertion thereon).
Specifically, guidance is provided regarding the following:
• Conditions that must be met for a practitioner to accept an
engagement to examine the effectiveness of an entity’s
internal control and the prohibition of acceptance of an
engagement to review such subject matter 
• Engagements to examine the design and operating effec-
tiveness of an entity’s internal control
• Engagements to examine the design and operating effec-
tiveness of a portion of an entity’s internal control (for ex-
ample, internal control over financial reporting of an
entity’s operating division or its accounts receivable) 
• Engagements to examine only the suitability of design of
an entity’s internal control (no assertion is made about the
operating effectiveness of internal control)
• Engagements to examine the design and operating effec-
tiveness of an entity’s internal control based on criteria es-
tablished by a regulatory agency
Readers should be alert for the issuance of a final standard in 2005.
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Accounting Pipeline
Proposed FASB Statement, Qualifying Special-Purpose Entities
and Isolation of Transferred Assets—an amendment of FASB
Statement No. 140 
This proposed Statement would amend and clarify FASB State-
ment No. 140, Accounting for Transfers and Servicing of Financial
Assets and Extinguishments of Liabilities, in several ways. The ini-
tial exposure draft for this proposed Statement was issued in June
2003. However, in response to several comment letters, the FASB
began redeliberations on the issues raised. Readers should be alert
for the issuance of a revised exposure draft, which is expected to
occur in the second quarter of 2005. The FASB will be issuing
two additional exposure drafts pertaining to FASB Statement No.
140 also in the second quarter of 2005. The exposure drafts will
pertain to beneficial interests in securitized financial assets and
servicing rights. See the FASB Web site at www.fasb.org for com-
plete information.
Proposed FASB Statement, Share-Based Payment—an
amendment of FASB Statements No. 123 and No. 95
This proposed Statement would eliminate the ability to account
for share-based compensation transactions using Accounting
Principles Board (APB) Opinion No. 25, Accounting for Stock Is-
sued to Employees, and generally would require instead that such
transactions be accounted for using a fair-value-based method. In
October 2004, the FASB approved a six-month delay in the op-
tions expensing rule, to June 15, 2005. This accounting proposal
is engulfed in highly charged political debate and as such the ulti-
mate resolution of share-based compensation accounting remains
uncertain. See the FASB Web site at www.fasb.org for complete
information.
Proposed FASB Statement, Fair Value Measurements
In June 2004, the FASB published an exposure draft of a proposed
Statement, Fair Value Measurements, which seeks to establish a
framework for measuring fair value that would apply broadly to
financial and nonfinancial assets and liabilities, improving the
consistency, comparability, and reliability of the measurements.
The fair value framework would clarify the fair value measure-
ment objective and its application under authoritative pro-
nouncements that require fair value measurements. The exposure
draft would replace any current guidance for measuring fair value
in those pronouncements and would expand current disclosures.
Readers should be alert for the issuance of a final Statement,
which is expected to occur in the first quarter of 2005. Refer to
the FASB Web site at www.fasb.org for complete information.
Proposed FASB Statements Resulting From Short-Term
International Convergence Project
In an effort to reduce or eliminate certain differences between
U.S. GAAP and international financial reporting standards
(IFRS), the FASB issued exposure drafts on the proposed FASB
Statements listed below. See the FASB Web site at www.fasb.org
for complete information.
Proposed FASB Statement, This proposed Statement would change the  
Accounting Changes and reporting of certain accounting changes specified
Error Correction—a in APB Opinion No. 20, Accounting Changes, by 
replacement of APB requiring retrospective application of a newly 
Opinion No. 20 and adopted accounting policy for most changes in 
FASB Statement No. 3 accounting principle, including changes in 
accounting principle required by issuance of new
pronouncements. It would also require reporting 
of a change in depreciation, amortization, or 
depletion method as a change in accounting 
estimate. Readers should be alert for the issuance
of a final Statement, which is expected to be 
released in the first quarter of 2005.
Proposed FASB This proposed Statement would eliminate 
Statement, Exchanges paragraph 21(b) of APB Opinion No. 29, 
of Productive Assets—an Accounting for Nonmonetary Transactions, which 
amendment of APB establishes an exception to the general principle 
Opinion No. 29 that exchanges of nonmonetary assets should be
recorded at the fair value of the assets exchanged. 
This proposed Statement would require that 
exchanges of productive assets be accounted for 
based on the fair values of the assets involved, 
unless the exchange transaction does not have 
commercial substance. Readers should be alert for
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the issuance of a final Statement, which is expected
to be released in the fourth quarter of 2004.
Proposed FASB This proposed Statement would amend the 
Statement, Earnings per computations guidance in FASB Statement No. 
Share—an amendment 128, Earnings per Share, for calculating the number 
of FASB Statement of incremental shares included in diluted shares 
No. 128 when applying the treasury stock method. Also,
this proposed Statement would eliminate the 
provisions of Statement No. 128 that allow an 
entity to rebut the presumption that contracts with
the option of settling in either cash or stock will be
settled in stock. In addition, this proposed 
Statement would require that shares that will be 
issued upon conversion of a mandatorily 
convertible security be included in the weighted-
average number of ordinary shares outstanding
used in computing basic earnings per share from
the date when conversion becomes mandatory. 
Readers should be alert for the issuance of a final
Statement, which is expected to be released in the
fourth quarter of 2004.
Proposed FASB Interpretation, Accounting for Conditional
Asset Retirement Obligations—an interpretation of FASB
Statement No. 143
This proposed Interpretation would clarify that a legal obligation
to perform an asset retirement activity that is conditional on a fu-
ture event is within the scope of FASB Statement No. 143, Ac-
counting for Asset Retirement Obligations. Readers should be alert
for the issuance of a final Statement, which is expected to occur
in the fourth quarter of 2004. Refer to the FASB Web site at
www.fasb.org for complete information.
Proposed FASB EITF Issues
Numerous open issues are under deliberation by the EITF.
Readers should visit the FASB Web site at www.fasb.org/eitf/
agenda.shtml for complete information.
Proposed FASB Staff Positions
A number of proposed FASB Staff Positions are in progress ad-
dressing issues related to FASB Statements No. 140 and No. 142
and EITF Issue No. 03-1. Readers should visit the FASB Web site
at www.fasb.org/fasb_staff_positions/proposed_fsp.shtml for
complete information.
Resource Central
Educational courses, Web sites, publications, and other resources
available to CPAs
On the Bookshelf
The following publications deliver valuable guidance and practi-
cal assistance as potent tools to be used on your engagements.
• Audit Guide Auditing Derivative Instruments, Hedging Activ-
ities, and Investments in Securities (product no. 012520kk)
• Audit Guide Auditing Revenue in Certain Industries (prod-
uct no. 012514kk)
• Audit Guide Audit Sampling (product no. 012530kk)
• Audit Guide Analytical Procedures (product no. 012554kk)
• Audit Guide Service Organizations: Applying SAS No. 70, as
Amended (product no. 012772kk)
• Practice Aid Auditing Estimates and Other Soft Accounting
Information (product no. 010010kk)
• Accounting Trends & Techniques—2004 (product no.
009896kk) 
• Practice Aid Fraud Detection in a GAAS Audit: Revised Edi-
tion (product no. 006615kk)
Audit and Accounting Manual 
The Audit and Accounting Manual (product no. 005134kk) is a
valuable nonauthoritative practice tool designed to provide assis-
tance for audit, review, and compilation engagements. It contains
numerous practice aids, samples, and illustrations, including
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audit programs, auditor’s reports, checklists, engagement letters,
management representation letters, and confirmation letters. 
AICPA’s reSOURCE Online 
Get access—anytime, anywhere—to the AICPA’s latest Profes-
sional Standards, Technical Practice Aids, Audit & Accounting
Guides, Audit Risk Alerts, and Accounting Trends & Techniques.
To subscribe to this essential service, go to www.cpa2biz.com.
CD-ROMS
The AICPA is currently offering a CD-ROM product entitled re-
SOURCE: AICPA’s Accounting and Auditing Literature. This CD-
ROM enables subscription access to the following AICPA
Professional Literature products in a Windows format: Profes-
sional Standards, Technical Practice Aids, and Audit and Accounting
Guides (available for purchase as a set that includes all Guides and
the related Audit Risk Alerts, or as individual publications). This
dynamic product allows you to purchase the specific titles you
need and includes hypertext links to references within and be-
tween all products. 
Continuing Professional Education
The AICPA has developed a number of continuing professional
education (CPE) courses that are valuable to CPAs working in
the manufacturing industry. Those courses include:
• AICPA’s Annual Accounting and Auditing Update Workshop
(product no. 736180kk [text] and 187188 [DVD] or
187088 [video] ). Whether you are in industry or public
practice, this course keeps you current and informed, and
shows you how to apply the most recent standards.
• Information Security: Critical Guidance for CPAs in Public
Practice and Industry (product no. 732450kk). This course
informs participants about security for systems developed
with new technology and what part the assessment of risk
plays in developing controls to secure these systems. 
• SEC Reporting (product no. 736770kk [text] and 186749
[video]). This course will help the practicing CPA and cor-
porate financial officer learn to apply SEC reporting re-
quirements. It clarifies the more important and difficult
disclosure requirements.
• Auditing Inventory [CD-ROM]. This course will help the
practicing CPA efficiently audit inventories. 
Online CPE 
AICPA InfoBytes (product no. BYT-XXkk), offered exclusively
through CPA2Biz.com, is AICPA’s flagship online learning prod-
uct. Selected as one of Accounting Today’s top 100 products for
2003, AICPA InfoBytes now offers a free trial subscription to the
entire product for up to 30 days. AICPA members pay $149
($369 nonmembers) for a new subscription and $119 ($319
nonmembers) for the annual renewal. Divided into one- and
two-credit courses that are available 24/7, AICPA InfoBytes of-
fers hundreds of hours of learning in a wide variety of topics. To
register or learn more, visit www.cpa2biz.com/infobytes.
AICPA Practice Pro (product no. SP1-XXkk) is an annual online
subscription program designed for accountants in public prac-
tice. The subscription delivers the hottest topics to your desk-
top—each month six new courses arrive, covering tax, auditing,
and accounting. Courses feature streamlining video, course out-
lines, online transcripts, and quizzes. Choose from courses in fi-
nancial reporting, auditing, financial planning, estate planning,
individual and business tax, and ethics. 
AICPA Financial Pro (product no. SP2-XXkk) is an annual on-
line subscription program designed for accountants in business
and industry. The subscription delivers the hottest topics to your
desktop—each month four new courses arrive covering current
topics of interest to corporate accountants and financial man-
agers. Courses feature streamlining video, course outlines, online
transcripts, and quizzes. Choose from courses in audit, econom-
ics, e-commerce, financial reporting, information systems, man-
agerial accounting, security and control, tax, and more. 
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AICPA Online and CPA2Biz
AICPA Online offers CPAs the unique opportunity to stay
abreast of matters relevant to the CPA profession. AICPA Online
informs you of developments in the accounting and auditing
world as well as developments in congressional and political af-
fairs affecting CPAs. In addition, CPA2Biz.com offers all the lat-
est AICPA products, including the Audit Risk Alerts, Audit and
Accounting Guides, the professional standards, and CPE courses.
To learn more, visit www.aicpa.org.
Service Center Operations
To order AICPA products, receive information about AICPA ac-
tivities, and find help on your membership questions, call AICPA
Service Center Operations at (888) 777-7077. The best times to
call are 8:30 a.m. to 11:30 a.m. and 2:00 p.m. to 7:30 p.m., East-
ern Standard Time. You can also order AICPA products from the
Service Center by facsimile at (800) 362-5066 or visit www.
cpa2biz.com to obtain product information and place online orders.
Hotlines
Accounting and Auditing Technical Hotline
The AICPA Technical Hotline answers members’ inquiries about
accounting, auditing, attestation, compilation, and review ser-
vices. Call (888) 777-7077.
Ethics Hotline 
Members of the AICPA’s Professional Ethics Team answer in-
quiries concerning independence and other behavioral issues re-
lated to the application of the AICPA Code of Professional
Conduct. Call (888) 777-7077.
Fax Hotline 
The AICPA has a 24-hour fax system that enables interested per-
sons to obtain information that includes, for example, current
AICPA comment letters, conference brochures and registration
forms, CPE information, AcSEC actions, and legislative news. To
access the hotline, dial (201) 938-3787 from a fax machine and
follow the voice cues.
Member Satisfaction Center
To order AICPA products, receive information about AICPA ac-
tivities, and find help on your membership questions, call the
AICPA Member Satisfaction Center at (888) 777-7077.
Web Sites
Further information on matters addressed in this Audit Risk
Alert is available through various publications and services of-
fered by a number of organizations. Some of those organizations
are listed in the table at the end of the Alert.
We have recently undertaken a project to revise and update the
AICPA’s Auditing Procedure Study, Audit of Inventories. We
welcome readers’ suggestions for topic inclusions. The AICPA
expects to complete this project in the first half of 2005. We will
continue to publish this Alert annually. As you encounter audit
or industry issues that you believe warrant discussion in next
year’s Alert, please feel free to share them with us. Any other
comments that you have about the Alert would also be appreci-
ated. You may e-mail these comments to rrampulla@aicpa.org, or
write to:
Renee Rampulla, CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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